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SUBJECT: Health Care Service Plan Through Nonprofit Purchasing Coalition Credit

SUMVARY

This bill, as it directly inmpacts the FTB, would allow a credit equal to 25% of
the anount paid or incurred by a taxpayer during the taxable year to participate
in a health care service plan offered by his or her enpl oyer through a nonprofit
pur chasing coalition.

The credit could be clained only if the federal government allows a tax credit
for small enployers that provide health coverage for their enployees through a
nonprofit purchasing coalition

This bill al so woul d make changes to certain California health insurance | aws.
Thi s anal ysis di scusses only those provisions that would inpact the departnent's
prograns.

EFFECTI VE DATE

This bill would be effective January 1, 2000, but the tax credit woul d be
operative for taxable years beginning on or after January 1, 1999, and before
January 1, 2004.

PROGRAM HI STORY/ BACKGROUND

According to Excerpts fromPresident dinton’s Fiscal Year 2000 Budget Submitted
to Congress Feb. 1, 1999, “ Small businesses generally face higher costs than do
| arger enployers in setting up and operating health plans in the current

i nsurance market. Health benefit purchasing coalitions provide an opportunity
for small businesses to purchase health insurance for their workers at reduced
cost and to offer a greater choice of health plans. However, the fornmation of
heal th benefit purchasing coalitions has been hindered by their limted access to
capital. To facilitate the formation of these coalitions, the Adm nistration
proposes to establish a tenporary, special rule that would facilitate private
foundation grants and |loans to fund the initial operating expenses of qualified
heal th benefit purchasing coalitions (i.e., those certified by a federal or state
agency as neeting specified criteria) by treating such grants and | oans as nade
for exclusively charitable purposes. |In addition, to encourage use of qualified
heal th benefits purchasing coalitions by small businesses, the Adm nistration
proposes a tenmporary tax credit for qualifying small enployers that currently do
not provide health insurance to their workforce. The credit would be equal to
10% of enpl oyer contributions to enpl oyee heal th plans purchased through a
qualified coalition
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The maxi mum credit anount would be $200 per year for individual coverage and $500
per year for famly coverage (to be reduced proportionately if coverage is
provided for less than 12 nonths during the enployer’s taxable year). The credit
woul d be allowed to a qualifying small enployer only with respect to
contributions nmade during the first 24 nonths that the enpl oyer purchases health
i nsurance through a qualified coalition, and would be subject to the overal
l[imtations of the general business credit. The proposal would be effective for
t axabl e years begi nning after Decenber 31, 1999, for health plans established

bef ore January 1, 2004. The special foundation rule would apply to grants and

| oans nmade prior to January 1, 2004, for initial operating expenses incurred
prior to January 1, 2006.” An admnistration official further indicated the
proposed tax credit would be for businesses with between 2 and 50 enpl oyees and
that did not provide health insurance in 1997 or 1998.

According to California s Managed Ri sk Medi cal |nsurance Board (MRMB), it
adm ni sters a state small enpl oyer purchasing pool. Over 140,000 Californians
and 7,400 businesses participate in the Health Insurance Plan of California
(HHPC). MM B staff assunes that H PC woul d not be considered a “nonprofit
purchasing coalition” because it is state managed. |In addition, MRM B staff
indicates it is unclear whether any “nonprofit purchasing coalitions” currently
operate in California. According to an April 6, 1999, press release, the Pacific
Busi ness Group on Health (PBGH) won a conpetitive bidding process to manage H PC
PBGH i s expected to assume full responsibility July 1, 1999, for this smal

enpl oyer purchasing pool. PBGH is described as a “nonprofit business health
coalition.”

SPECI FI C FI NDI NGS

Under state and federal |aw, taxpayers who item ze their deductions are able to
deduct nedi cal expense costs, but the deductions are limted to anmounts which
exceed 7.5% of adjusted gross inconme. This threshold cannot be net by nost
t axpayers unl ess they have very high nedical expenses. “Medical care,” as
defi ned under Internal Revenue Code (IRC) Section 213, generally neans anounts
pai d for
- The diagnosis, cure, mtigation , treatnent, or prevention of disease, or for
t he purpose of affecting any structure or function of the body,
Transportation primarily for and essential to nedical care,
Qualified I ong-term care services, or
I nsurance covering nedical care or for any long termcare insurance contract.

Exi sting state and federal |aw all ow businesses to deduct expenses paid or
incurred in the ordinary course of business (e.g., an enployee' s health care
coverage). Enployer-provided health care coverage is not includible in the
t axpayer’ s i ncone.

Under federal and state |aw, taxpayers with high deductible enployer-provi ded
heal th plans who make contributions to nedical savings accounts (MSAs) are

all oned to deduct a certain percent of the annual deductible under the coverage.
Wthdrawal s from M5As for qualified nedical care (as defined under |IRC Section
213) are not taxable to the taxpayer, and enployer MSA contributions are not
includible in the taxpayer’s gross incone.
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This bill would provide a credit equal to 25% of qualified expenses paid or
incurred by a taxpayer during the taxable year to participate in a health care
service plan offered by an enpl oyer of the taxpayer through a nonprofit

pur chasing coalition.

“Qualified expenses” would mean anounts paid or incurred for any prem um
deducti bl e, copaynent, or other out-of-pocket costs to participate in a health
care service plan offered by an enployer of a taxpayer through a nonprofit

pur chasing coalition.

The credit could be clained only if the federal government allows a tax credit
for small enployers that provide health coverage for their enployees through a
nonprofit purchasing coalition

The credit, the excess of which may be carried over to succeeding years, would be
in lieu of any deduction for the expenses for which a credit is clainmed pursuant
tothis bill.

Pol i cy Consi derations

The credit is operational on the condition that a | oosely identified
federal tax credit is enacted. However, the proposed federal tax credit
could be significantly changed as it noves through the federa

| egi slative process or may not be enacted until late in California' s

| egislative process. Therefore, it may be premature to allow a state tax
credit before the targeted federal tax credit is enacted and subject to
eval uation by the Legislature. Mreover, it is unclear whether the
proposed federal credit nust be in effect for each year for which the
credit under this bill would be allowed, or only for a single year during
the five taxable years this credit would be operative under this bill.

Because the bill provides that any credit taken for this section would be
in lieu of any deduction for those expenses, if a taxpayer item zes
deductions for federal purposes but takes the credit under this bill for

state purposes, the taxpayer would have to nake an adjustnent in
computing state item zed deductions on Schedule CA. This adds
conmplexity to tax return preparation

The enpl oyer federal tax credit currently being proposed and di scussed at
the federal level would be limted to a two-year period per enployer, to
enpl oyers with two to fewer than 50 enpl oyees, and to enpl oyers that have
not provided insurance in 1997 and 1998. Though the operation of this
bill"s credit is conditioned on the enactnment of this |loosely identified
federal credit, the tax credit is not conditioned on the taxpayer’s

enpl oyer being allowed the federal credit for the sane year that the
taxpayer paid or incurred the expenses. It is unclear if that is the
intent. For exanple, without clarification, the enployer could have
taken the federal credit for the allowable two years, but the enpl oyee
could continue to claimthe credit provided under this bill beyond the
two-year period; the taxpayer could be self-enployed or his or her

enpl oyer could enploy nore than 50 people and not qualify for the federa
credit; or enployers could switch their enployees' existing coverage to a
pl an of fered through a nonprofit purchasing coalition, and the enpl oyee
could take the credit under this bill for qualified expenses.
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| npl emrent ati on Consi der ati ons

To avoid confusion for enployers and staff, “nonprofit purchasing
coalition” should be defined, and when such coverage is purchased, the
bill should require that enpl oyers be provided with a certification of
that fact, which they can pass on to their enployees. |In addition, the
federal law that is being targeted should be nore clearly identified.

It is unclear whether the cost of prescription nedication, the copaynent
relating to prescription nedication or out-of-pocket car expenses woul d
be included as a “qualified expense” for purposes of this bill. These
anounts are a deducti bl e nmedi cal expense for purposes of item zed
deducti ons, but may not be considered “costs to participate in a health
care service plan.” If car expenses are a qualified expense under the
bill, it is unclear whether the cost would be limted to out-of-pocket
expenses or whether the taxpayer would be required to use the 10 cents
per mle standard rate for nedi cal expenses allowable as an itemn zed
deduct i on.

This bill would provide an unlimted carryover of excess credit anounts.
Since tax credits are usually used wthin eight years, nost recently
enacted credits contain limted carryover provisions, usually eight to
ten years.

To reduce compliance conplexities, FTB should be able to readily verify
that the taxpayer’s enployer did purchase the required insurance. It is
suggested that the enployer be required to certify to the taxpayer at the
time the coverage is provided that coverage is through a nonprofit
purchasing coalition. The taxpayer would then provide the certification
to FTB upon request.

Concei vably, the federal provision on which this tax credit is

condi tioned could be enacted late this year or early next year.
Cenerally, the departnment conpletes the devel opnent of forns and
instructions for tax returns for a given year by October, at which tine
the designs are sent to the state printing office. This timng is
integral in neeting the departnment's goals of providing forns and
instructions to taxpayers no |later than the foll ow ng January. |If the
federal law for which this tax credit is conditioned is not enacted or
clearly defeated by August or Septenber, FTB staff would not know with
certainty whether to develop fornms and instructions to include this
bill's tax credit. This uncertainty could also affect the annual update
of the departnent's conputer systens, which are updated i mediately after
bills are enacted into | aw to provide enough tinme to conplete and

t horoughly test the program changes before any tax returns are fil ed.

As an alternative to specifying a date this year that the federal |aw
must be enacted, the credit could be operative for taxable years
begi nning on or after January 1, 2000.
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FI SCAL | MPACT

Depart nental Costs

The department’s costs to adm nister this bill cannot be determ ned unti
the i npl enentati on consi derati ons have been resol ved.

Tax Revenue Esti mate

The estimated revenue inpact of this bill is shown in the follow ng table:

Revenue I npact of AB 726 as |ntroduced
February 24, 1999
Ef fective 1/1/99, Assunmed Enacted After

6/ 30/ 99
($ MIlions)
1999-0 2000-1 2001-2
$ (0) $ (6) $ (12

Thi s anal ysis does not take into account any change in enploynent, persona
i ncone, or gross state product that may result fromthis bill becom ng | aw

Tax Revenue Di scussi on

The revenue inpact of this bill would be determ ned by health insurance
costs incurred by enpl oyees of certain enployers and the tax liability of
t hose enpl oyees.

This bill is conditioned on federal |aw changes that are not yet defined,

but are conceptually described in “Excerpts fromPresident Cinton’s Fisca
2000 Budget Submtted to Congress February 1, 1999.” This estimate takes
into consideration that conceptually described tax credit; however, this
estimate assunes that because of other provisions in this bill that the

t axpayer generally would be an enpl oyee of an enployer with 100 or fewer

enpl oyees. Additionally, this estimte assunes that based on the federa
credit, the tax credit under this bill would apply only if the enployer had
not previously provided health insurance to enpl oyees. Furthernore, because
of the special rules to facilitate the funding of these coalitions under the
President’s proposed budget, this analysis assunes qualified coalitions
woul d enmerge in California in the year 2000, not before.

This estimate was prepared as follows: First, the nunber of enployees in
firms of 100 or fewer workers was estimated from EDD data to be 7.3 mllion
for 1999. This nunber was grown by 2.5% annually for the out years.

Second, the nunber of enployees in this group who are not insured through
enpl oyer provided health insurance was estinmated to be 2.8 mllion for 1999
from*®“Pension and Health Benefits of Anerican Wirkers”, U S. Departnent of
Labor, May 1994. Third, the response of enployers to the federal incentives
was estimated to be such that the percentage of currently uninsured who
woul d becone insured as a result of the federal tax incentives would be 0%
(1999), 2% (2000), 4% (2001), 6% (2002), and 8% (2003).
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Fourth, it was estinmated that the average individual woul d spend $400 per
year for his or her share of health insurance prem uns and woul d thus
qualify for a credit of $100. Finally, it was assuned that all the credit
woul d be used on the return filed for the year in which the credit was

creat ed.
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